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EDITORIAL DEPARTMENT NOTE 


The present seems to be an appropriate time to review and re- 
appraise the discussions and the practices which have continued since 
the beginning of our entry into World War II with respect to pro- 
visions for reserves to cover estimated future costs and losses arising 
out of wartime production. Developments which have taken 
since the subject first became of importance, together with the pas- 
sage of time and the progress of the war, make it possible at this 
time to review this subject with greater clarity and suggest modifica- 
tions of earlier conclusions. In the article in this issue of the Bulletin 
Mr. Wilcox presents such a review and reappraisal and offers sug- 
gestions of value to every company in reviewing its practice in pro- 
viding wartime reserves. 
The author of this article, E. B. is a graduate of North- 
. P. A. in Illinois. He served in the 
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REAPPRAISAL OF WARTIME RESERVE 
PROVISIONS | 


By E. B. Wilcox, Partner, 
Edward Gore & Co., Chicago, IIl. 


ING the fall of 1941 the Committee on Accounting Pro- 

cedure of the American Institute of Accountants was busy 
with drafts of a bulletin on accounting for special reserves arising 
out of the war. On December 7 of that year, Japan attacked 
the United States at Pearl Harbor, and war was declared. The 
committee bulletin was issued in January, 1942. The military 
acts that occurred during the preparation of the bulletin had no 
effect on it because the country was in a war economy anyway. 
The conditions that called for this committee pronouncement were 
present and in the making. Nor did the recommendations of the 
bulletin depart from previously accepted accounting principles. 
There is an air of inevitability and normalcy about this special 
wartime pronouncement which has not been shaken even by the 
passage of three years and the occurrence of unforeseen events. 


Nature of Financial Statements 


It is a basic and important objective of financial reporting to 
present informative and useful periodic statements of income. 
All foreseeable costs and losses should be brought into the state- 
ment for the same accounting period as the revenue against which 
they are fairly applicable. All accounting entries should, as far 
as possible, be based on objective evidence. Since financial state- 
ments are largely statements of opinion, accurate statements of 
annual income are meaningless impossibilities. So great is the 
element of judgment which enters into their preparation as to 
justify the statement that they would be indefensible if they were 
not indispensable. That much is standard prewar doctrine. 

With the advent of a wartime economy, the uncertainties of 
financial reporting were magnified. The measuring of wartime 
income is largely dependent on the course and duration of the war 
and on what happens after the war. Experience during and fol- 
lowing World War I showed that there were losses following 
after war profits, and that the story of these profits was incom- 
plete until the story of the related and consequent losses was added 
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to it. Thus the tentative nature of financial statements, always 
present, is accentuated in wartime. Similarly, the difficulty i 
basing accounting entries on objective evidence soon enough fo 
record them in the same accounting period as the related revenue, 
also always present, is accentuated. These are not new problems 
brought on by the war; they are the old ones grown more formid- 
able. 


Classification and Purpose of Wartime Reserves 


The contribution of Accounting Research Bulletin No. 13 to 
this problem is that it recommends giving precedence to the objec- 
tive of getting entries into the period when the related revenue is 
reported. The tentative nature of accounting, accentuated in war 
time, is accepted as inevitable. Therefore, accounting entries 
cannot be based on objective evidence of as definitive a nature as 
we had previously become accustomed to seek. But that is not 
admitted as an adequate reason for omitting the entries. The estab- 
lishment of reserves was therefore recommended as a part of 
prudent business administration and as being socially desirable 
and economically sound. They help to minimize the extent to 
which the public is misled by reported profits during wartime. 
They act as a curb on extravagance that might follow from delu- 
sions of great wealth. They are anti-inflationary now, when that 
is desirable, and they may be anti-deflationary later when our 
national problem becomes one of declining credit, augmented by 
reported industrial losses. They constitute a contribution to real- 
ism in financial reporting insofar as they provide for losses which 
have a real relationship to current revenues. 

The builetin which recommended these reserves in January, 
1942, listed eleven possible purposes for which they might be pro- 
vided. This list was not intended to be complete, nor did it attempt 
to distinguish the items for which provision is discretionary. Two 
years later, J. Keith Butters, Assistant Professor of Financial Re 
search at the Harvard University Graduate School of Business 
Administration, prepared a study of this subject and classified 
these eleven purposes under four headings: _. 

1. Reserves for depreciation, obsolescence, and maintenance: 
a. Accelerated depreciation of facilities as a result of im 
tensive use and operation by less experienced personnel. 
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. Accelerated obsolescence of facilities resulting from 
wartime improvements in productive efficiency. 
Amortization of facilities with limited peacetime use- 
fulness acquired for war production. 

. Decline in value of plant and equipment attributable 
to excess capacity resulting from war construction. 

e. Deferred repairs and maintenance. 


2. Inventory reserves: 
f. Losses on surplus inventory stocks held at the end of 
the war. 
g. Losses resulting from inventory price declines. 


3. Reserve for rearrangement and alteration of facilities: 
h. Amortization of cost of rearrangement and alteration 
of facilities in the conversion from peacetime to war- 
time production. 
i. Restoration or alteration of facilities necessary for re- 
sumption of peacetime production. 


4. Other reserves: 
j. Separation allowances which may be paid to employees 
discharged at the end of the war. 
k. Losses from destruction of property as a result of the 
action of armed forces or from seizure by the enemy. 


These purposes, even though the list is not complete, may be 
taken as an indication of the sort of thing that is meant. They are 
for accounting, not financial, purposes. They are not designed as 
the basis of funds to be established for postwar financing. Some- 
times this, and other mundane considerations, lead people to scorn 
the entire subject of special reserves arising out of the war. They 
are relegated to limbo with the crushing comment that they have 
no real purpose; they’re just bookkeeping entries. And so~they 
are. They’re just bookkeeping entries as depreciation and amorti- 
zation of patents, and some other things used to be before income 
taxes gave them dollars and cents significance. And the sad thing 
is that the mereness of bookkeeping entries persists as a concept 
even today, when we like to think that accounting has grown up. 
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Objection to Reserves for Equalizing Income 

However, if we recognize that the reporting of income is im- 
portant and that these reserves serve a useful purpose, it follows 
that they could be put to bad use as well as good. Special warn- 
ings have been issued against two possible misuses of special re- 
serves. Bulletin No. 13 states that it is not permissible to create 
reserves for the purpose of equalizing reported income. There is 
no doubt about this, and yet, in view of the wide latitude permis- 
sible in determining amounts, this is a difficult rule to enforce. It 
takes us back to the old question of what we would do if we were 
trying to report income by the day. Would we say that we made 
money for six days and then lost money on Sunday when the plant 
closed? I think we would apply the total costs for the week to 
the working days in that week. We often do something similar 
to that in standard cost accounting when we carry forward burden 
unabsorbed in slow seasons to be absorbed in busy seasons. But 
it is a convention of accounting that the standard period for re- 
porting income is the year. The reader of financial statements has 
a right to form his judgments with confidence that that conven- 
tion is observed. And, therefore, there was wisely omitted from 
the suggested list of purposes for which reserves might be pro- 
vided any reference to losses in a postwar business depression, no 
matter how obvious the connection between that depression and 
the present unhealthy war boom. 

In this connection, I thoroughly disagree with the suggestion in 
the July, 1944, issue of The Controller that heavy depreciation 
charges should be made in the early years of a business because 
nobody expects any dividends then, and later you might need to 
show profits in order to pay dividends and maintain the market 
price of the shares. That seems to me to be artificial leveling of 


profits with a vengeance. 


Certainty and Measurability of Reserves 

The other misuse of special reserves against which warnings 
have been sounded is as a burying ground for provisions which 
should have more forthright treatment. The Institute bulletin 
makes careful distinction between provisions for foreseeable costs 
and losses which can be reasonably measured and those of a con- 
tingent nature which are created for possible war costs and losses, 
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neither certain of occurrence nor presently measurable as to 
amount. The former type of reserve must be provided in order 
to conform to generally accepted principles of accounting, and the 
latter is much more discretionary. On this point, the bulletin 
states that doubts as to proper classification should be resolved in 
favor of inclusion in the first group. The merging of various 
types of reserves is also condemned by the Securities and Ex- 
change Commission in its Accounting Series Release No. 42 of 
January 8, 1943. This release refers to four types of reserves: 
(1) actual liabilities, (2) valuation or qualifying reserves, (3) 
others not related to specific assets, and (4) indefinite and prob- 
lematical contingencies. In the opinion of the Chief Accountant 
of the Commission, it would be improper so to group or combine 
reserves as not to disclose clearly the types of war contingencies 
and conditions for which reserves have been established. I think 
a good example of this is a provision. for renegotiation of war 
contracts. While these liabilities are closely related to income 
taxes and may in some cases be combined with them in financial 
statements, they are not contingencies of the type contemplated in 
the treatment recommended for special reserves arising out of the 
war. Provisions for renegotiation generally belong in the current 
liability section of the balance sheet, whereas the more general 
reserves do not. Certainly it was not contemplated that special 
reserves arising out of the war would be a device for obscuring 
reserves will escape criticism. 


Even more subtle and difficult to detect is the influence.on judg- 
ment which these and other considerations may have. If manage- 
ment is engaged in a dispute with labor, or if it is resisting a 
demand for dividends, a charge against income for general con- 
tingencies looks more and more reasonable. If there is a faint 
hope that such a charge might influence a price adjustment board 
or a revenue agent, then the postwar outlook gets pretty grim. It 
may even be that some reserves have been set up, or their arfiounts 
increased, with the intention of representing to the public that 
industry is not making any profits during the war. Such bad 
faith in the exercise of management judgment, supposedly devoted 
to fair and informative representation, cannot fail to impair public 
confidence in business. 
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But, in view of the hundreds of millions of dollars that have 
been set aside in reserves of the kind we are discussing, I think 
it would be too cynical to assume that the reasons behind them are 
typically perverted. I think it is clearly established that manage- 
ment has widely recognized the soundness of current provisions 
for the incommensurable costs and losses which will have to be 
met after wartime activities have ceased. ; 
Accounting Treatment 

Now, I wish to discuss the proposition that discretionary and 
contingent reserves arising out of the war are not related to costs 
and losses which are certain of occurrence, but rather that they 
represent reasonable prudence in the fact of probabilities. First, 
let us review the accounting treatment of them recommended in 
the Institute’s bulletin. This treatment is consistent with the un- 
certainty of the contingencies. Provisions are to be deducted 
from profits which have been otherwise determined. The balance 
of income is to be transferred to earned surplus as unostentatiously 
as possible. In later years when costs and losses are determined, 
these’ are to be shown separately in the income statement, and then 
an equivalent portion of the reserve previously established is to be 
added back to income. Finally, any unused portion of the reserve 
may be credited to earned surplus. No costs are to be buried by 
direct charges to these reserves as is the well-established practice 
with reserves of a more common and definitely measurable nature. 
Thus the special reserves arising out of the war become an inde- 
pendent system of accounts which could ultimately be lifted en- 
tirely out of financial statements without other effect than to alter 
the periods in which amounts are transferred to earned surplus. 
They serve a current usefulness in avoidance of inflated financial 
reporting, but they are too uncertain to be permitted to distort 
New Factors Affecting Wartime Reserves 


Second, let us look at some other factors which have merited 
increasing consideration since the formal approval of wartime 
reserves by the American Institute of Accountants in January, 
1942. Necessity certificates were already available, but they were 
new and relatively untried, and the duration of the war was in 
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much greater doubt then than it is now. The rapid amortization 
of the cost of facilities covered by these certificates constitutes in 
effect a hidden reserve. Similarly the facilities in use by industry, 
but owned by the Defense Plant Corporation, offer an opportunity 
to equip many postwar plants at an extremely advantageous cost. 
In October, 1942, the Revenue Act of 1942 was passed and in- 
cluded provisions for the carry-back of losses and unused excess- 
profits tax credits, relief from abnormalities and the effect of 
inadequate base period net income, and, in the case of concerns 
using the last-in, first-out method, relief from taxation on profits 
arising from involuntary liquidation of inventories. These pro- 
visions, too, constitute hidden reserves. During all this time the 
prospects on contract termination became clarified by statements 
of policies, and finally the Contract Termination Act of 1944 was 
passed, giving increased assurance on this point. In the light of 
these developments, the purposes for which it was suggested in 
January, 1942, that reserves might be provided, deserve review. 


New Factors Superseding Need for Reserves 


Reserves for depreciation, obsolescence, and maintenance were 
suggested because of accelerated depreciation of facilities as a 
result of intensive use and operation by less experienced personnel, 
accelerated obsolescence of facilities resulting from wartime im- 
provements in productive efficiency, amortization of facilities with 
limited peacetime usefulness acquired for war production, and 
deferred maintenance. Every one of these sources of loss might 
be overcome by the effect of rapid amortization permitted by neces- 


_ sity certificates and the opportunity for replacement at Defense 


Plant Corporation sales. It is possible for a company to enter 
into the postwar period with a new and efficient plant at little or 
no cost. In such a case wartime profits would have been under- 
stated, and postwar profits will be overstated. Moreover the 
specific question of deferred maintenance in many cases has been 
overcome, not by rapid amortization allowances, but by the use 
of personnel during contract interruption to rebuild machines and 
other facilities. This practice has held organizations together and 
has taken advantage of high tax rates in profitable years. Many 
plants are in splendid condition today as a result of it. Some 
which are not have had opportunity to prove by engineering data 
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the actual accelerated depreciation or obsolescence being sustained 
and have established this for income tax purposes. If they have 
been unable to do this, they may have established on the other hand 
that to date there has been no extraordinary decline in useful value 
of their plants as a result of the war. And in still other cases 
plant costs had been excessively written down prior to the war, 
and the current period has been one of adjustment. In the latter 
case wartime profits have been overstated, but the offset is in 
prior, not future, years. In all of these cases the need for a special 
reserve against declining plant values seems slight. 

Inventory reserves were suggested because of losses on surplus 
inventory stocks which might be held at the end of the war and 
losses resulting from inventory price declines. The reasonable 
assurance of fair settlement of contract termination claims will 
answer some of these problems, and wide-awake management can 
answer some more. 

Reserves were suggested for rearrangement and allocation of 
facilities both in conversion from peacetime to wartime produc- 
tion and in reconversion back to peacetime operations. The 
former should by now be absorbed and allowed as tax deductions 
and costs in renegotiation. The latter may still have to be faced, 
depending on circumstances. In some cases, however, new peace- 
time production will be on such an improved basis that it would 
be more fitting to regard reconversion as a capital charge than as 
an expense of returning to the status quo ante. 

Other reserves were suggested for separation allowances which 
may be paid to employees discharged at the end of the war, and 
for loss from destruction of property as a result of the action of 
the armed forces or from seizure by the enemy. Separation allow- 
ances may have to be paid, but there is no certainty of this. Many 
employees, particularly women, may welcome the opportunity to 
cease work when the patriotic appeal for their services has ended, 
and they may resign without waiting to be discharged. As to 
others, the opportunity for them to work depends in part on how 
well we solve our postwar employment problem. That is mostly 
in the talk stage now, but considering the need for maintaining a 
peace force, the need for worldwide reconstruction, and the hope 
of successful plans to provide full employment for our people, 
there is a good possibility that wholesale postwar unemployment 
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at the cost of dismissal wages may be avoidéd. And I think we 
can forget all about the need for reserves for losses from destruc- 
tion of property as a result of the action of the armed forces in 
this country or from seizure by the enemy. 


Postwar Working Capital 

At this point the question, “What, then, are we going to use for 
money?” seems pertinent. A short digression may suggest the 
answer. 

During the war, profits have typically been up and dividends 
have not. Many companies have made substantial additions to 
their working capital and should be in good shape to withstand 
financial strain. Others have V-T loan contracts to provide cash. 
Almost all will have postwar refunds of excess profits taxes. Con- 
tract termination now includes provision for interim financing so 
that funds from that source will be available without delay. 
Another source of postwar cash may be found in refunds of in- 
come taxes resulting from relief claims and the carry-back pro- 
visions, but the usefulness of this source is marred by the disad- 
vantage that the payments are slow. I don’t see what can be done 
about relief claims, but if you like to write your Congressman I 
will pass on a suggestion about refunds due to carry-backs which 
appeared in the Butters study at Harvard. He points out that 
these provisions might be repealed and suggests the issuance of 
certificates of credit which would be binding if outstanding. Then 
when refunds are due, he suggests that the amounts be permitted 
as credits on any taxes payable, that current tax payments be post- 
poned, or other ways of effecting prompt payment be adopted 
comparable to interim financing of termination claims. Ordinarily 
I am rather cool toward write-your-Congressman campaigns, but 
I think the idea of speeding up the realization of tax refunds is 
more than special pleading by interested parties. I believe in it 
on its merits. 

Now I have not said that there will be no costs or losses arising 
out of the war for which reserves should be provided. I have 
only said that the need is neither universal nor certain. There will 
be many cases in which costs will be sustained with none of the 
Specific compensations I have cited. Some of these will be offset 
by tax refunds arising out of carry-back or relief provisions, but 
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not all. There is a wide divergence in the status of different com- 
panies as to the appropriateness of these reserves, and there is 
very little certainty that losses of the type we are discussing will 
be incurred by any of them. 


Special Reserves and Taxable Income 

If this is true, it effectively disposes of one aspect of this subject 
which has occupied a great deal of attention during the past two 
and a half years. I refer to the deductibility of special reserves 
arising out of the war from taxable income. The Institute’s Janu- 
ary, 1942, bulletin on this subject contained these words: 


It would be wise on the part of the government to give 
consideration to the recognition of provisions of this kind as 
deductions in the determination of taxable income, subject 
to necessary safeguards in regard to the ultimate disposition 
thereof. Such a policy would tend to make taxable income 
more nearly reflect real income, since these reserves are in- 
tended to give recognition to costs and losses related to the 
war period which are real, though in many cases they cannot 
now be definitely measured. 


This thought has been urged many times. In 1943 Victor 
Stempf said: 

Previous reference has been made to Treasury and price 
adjustment board dismissal of the problem because of its con- 
jectural and indeterminate character; and again, it should be 
repeated that difficulty of determination does not obliterate 
the soundness of principle. 


In the same year W. A. Hosmer, in the Harvard Business Re- 
view, said that the tax law should permit deductions of reserves 
for deferred maintenance so as to encourage such reserves and 
thereby prevent overstatement of profits. He also suggested 
funding the reserves with government bonds and returning unused 
excesses to taxable income in later years, a procedure which if 
it had been adopted would have cost industry rather sizable 
amounts in taxes in view of rising tax rates. Even as recently 
as July of this year, there was an article in The Accounting Review 
urging that provisions for cost of reconversion of plant were real 
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liabilities and should not be belittled by such a weak word as 
reserve. However, we have seen that some of the reserves are not 
real and that the amounts are too indeterminable for tax purposes, 
and I think they have been wisely rejected for that purpose. In 
any event, it is a dead issue now. 


Effect qn Wartime Financial Statements 

Since Bulletin No. 13 was issued, we have had opportunity to 
see how the idea has worked in financial statements. A study of 
these special reserves by the Research Department of the Institute 
was published in the November, 1943, Journal of Accountancy. 
It contains some statistical summaries classifying reserves appear- 
ing in 1942 published annual reports. While there is much detailed 
information in these summaries, the one fact that stands out is 
that by far most of the provisions were vague as to purpose and 
arbitrary as to amount. They were designated as representing 
general, war, or postwar contingencies. There are those who 
deplored this trend, and certainly some scientific basis for deter- 
mining amounts for specific purposes would have been comforting. 
We who deal in the uncertainties of financial reporting always 
yearn for that elusive definiteness which fiscal statements unfor- 
tunately seem to have. That this appearance is false we know, 
and we so proclaim to the world; yet we, too, would have it if we 
could. I think, however, that we must accept the fact that 
many companies could have done no more in 1942 than set aside 
something as a substantial token of the probabilities, and that in 
doing so they were, however vague they may have been, more 
realistic than if they had not done so. 

There were, however, some measures that have been used which 
brought the blur of special reserves arising out of the war more 
nearly into focus. One of these was to provide a general contin- 
gency reserve equal to the postwar refund of excess profits taxes. 
This has been condemned by some because it was inexact and had 
no bearing on the probable losses and costs faced by the individual 
company. That is true, but at least the method afforded an orderly 
basis in harmony with what the Treasury Department had funded 
for the company, and its adoption eliminated an element of caprice. 
Other measuring devices have been percentages of sales designed 
to reflect the probability of flooded markets, or percentages of pay- 
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rolls to provide for dismissal wages. In one case a listed company 
provided a reserve equal to the excess of the inventory priced at 
cost over the estimated normal or prewar cost of the same inven- 
tory. In another case normal maintenance costs were computed, 
and when the actual maintenance cost fell below that figure, be- 
cause parts or materials were not available, the difference was set 
up as a reserve. These methods have a great deal of merit, and I 
think industry should be commended for having used them, but 
only with the realization that in every case the computation made 
in 1942 may have little relation to the ultimate losses and costs to 
be incurred. And the very exactness of the computation may have 
deceived more than it enlightened. To paraphrase a bit of Bas- 
sanio’s soliloquy at the caskets in the Merchant of Venice: “There 
can be no reserve so vague but assumes some mark of the absolute 
on its outward parts.” And, to quote further without paraphrasing 
because it is not so far from the point: 


How many cowards, whose hearts are all as false 
As stairs of sand, wear yet upon their chins 
The beards of Hercules and frowning Mars. 


Reserves Based on Careful Observation 

The most complete job of computing and specifying special re- 
serves that has come to my notice was described in a panel discus- 
sion printed in the N. A. C. A. Bulletin of February 1, 1944. Here 
engineers, accountants, and executives collaborated in an extensive 
survey. Costs of dismantling and moving equipment, settling De- 
fense Plant Corporation leases, wartime amortization adjustments, 
separation allowances, and even possible abandonment of plants 
were carefully studied and computed. These costs were allocated 
to years on the basis of the probable duration of the war, and then 
the entire estimate was adjusted by the anticipated effect on income 
taxes. I think this was splendid, and I do not intend to belittle it. 
In a situation more difficult than picking up needles with your mit- 
tens on, this company did the best it could, and it looks like an 
intelligent best. I particularly like the fact that the offsetting effect 
of taxes on these losses was taken into consideration. I do not 
know of any other cases in which this has been done, but it is 
certainly a significant factor. However, careful and exhaustive as 
this survey may have been, I fear that the chances are all against 
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the development of ensuing events in very close harmony with the 
conclusions reached when the 1942 statements were prepared. To- 
day such a job could be done with better hope of success, but I 
believe the time was not yet ripe when this effort was made. 

Thus, at best, the well-intentioned attempt to recognize the im- 
measurable costs and losses consequent to abnormal wartime activ- 
ities has not found an ideal solution. Possibly we have sown the 
wind and shall reap the whirlwind. In May, 1943, Time magazine 
complained that “one factor that unsettled comparison between 
different years and different companies was a wide divergence of 
practice on conversion-to-peace reserves.” In the July 1, 1944, 
issue of The Accounting Review, Herbert E. Miller of the Uni- 
versity of Minnesota, said this: 


At the present time it is probably incorrect to assume that 
these provisions have, in general, been subject to careful and 
systematic review by the public accountant concerned, and 
that he has satisfied himself that such items are supported by 
persuasive, credible, and convincing evidence as to their 
reasonableness. No criticism of the accounting profession is 
intended by these comments. The problem is especially com- 
plex and it takes time to develop standards to meet new situ- 
ations. But if the profession can evolve a working area of 
agreement on this problem it should return good dividends by 
increasing the prestige of the accountanit’s opinion. 


He went on to say that if we can’t suggest convincing standards, 
we had better drop the reserves-altogether and resort to footnotes. 
This is a challenge, and I think it will be heard more and more 
frequently from now on. 

I don’t believe that we have made a mistake in the widely adopted 


” practice of setting up reserves. I don’t believe we are guilty of any 


fault in the vagueness of these reserves for 1942 and 1943. As Mr. 
Miller said, it takes time to develop standards to meet new situ- 
ations, but now we have had time, and now we know more than 
we did during the last two years, Therefore, I think we can and - 
must meet this challenge and improve our practice without much 
delay, and I propose to offer a few tentative suggestions as to how 
this may be done. 
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Plant Survey as Basis for Reserves 


When we entered the period of wartime production we had 
reason to believe that it would entail plant losses. It was to pro- 
vide for these that the reserves were suggested which Mr. Butters 
classified under the general heading of depreciation, obsolescence, 
dnd maintenance. Now, if the losses of this kind are going to 
result from war production, they should begin to be discernible. 
Furthermore, many companies will have written off considerable 
portions of usable plant and equipment by wartime amortization 
permitted according to necessity certificates. Others will have their 
eyes on Defense Plant Corporation equipment which they plan to 
acquire. I suggest that now is the time for engineering surveys 
of plants. At least they will provide management with useful in- 
formation for postwar planning. They may disclose conditions 
which will justify an acceleration of depreciation rates for income 
tax purposes, and if they do, it would be wise to have this infor- 
mation at hand before the statute of limitations runs against them. 
And these surveys will give management the best possible basis 
for appraising the need for reserves to provide for plant losses. 


Inventory Control and Postwar Plans 


The second general class of suggested reserves was for inven- 
tory losses. The need for these reserves can be reappraised now 
in the light of the Contract Settlement Act of 1944, and the possi- 
bility of relief according to the involuntary liquidation provisions 
of the Revenue Act of 1942. And in some cases, newly released 
materials will already have begun to solve this problem. Alert and 
informed management control over existing inventory situations is 
essential to prevent losses and will also clarify the need for re- 
serves. 

I think we can forget about costs of conversion to wartime pro- 
duction because this should be behind us, and I think we can also 
forget about damage or seizure by the enemy. There remain the 
costs of reconversion to peacetime production and dismissal wages. 
These are both parts of the same picture, and to estimate them I 
suggest that management refer to its own postwar plans. If it 
hasn’t any, I suggest that it get busy. Now is the time for postwar 
planning, and a by-product of it will be a better understanding by 
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each company of the probability of losses anid the need for reserves 
to meet them. 


Hidden Reserves as Offset to New Contingency Reserves 


In addition to these specific investigations, which can now be 
undertaken with some hope of reward, the possibility that there are 
hidden reserves should be explored. One such hidden reserve is 
an overdepreciated or overamortized plant. If a company is going 
to enter the postwar era with less than a normal depreciation 
charge, this fact would offset the need for reserves to provide for 
other costs or losses. Even more important are possible or prob- 
able income tax refunds. Certainly if a company has paid heavy 
excess profits taxes in 1942 and 1943, it doesn’t need to provide in 
full for anticipated net losses in 1944 and 1945. The refund of 
taxes under the carry-back provisions will offset most of them. 
Even if the anticipated costs and losses do not result in net losses, 
they will not be felt in full because of related reductions in income 
taxes in future years, and because of possible carry-backs of un- 
used excess profits tax credits. 

This sort of information is, I believe, generally available now to 
a sufficiently satisfactory degree. When it has been brought to- 
gether and studied it may indicate a need for more reserves, but I 
think that many companies will find that their reserves are exces- 
sive. This is a serious fault if allowed to continue, and correction 
of it should be made as promptly as possbile. Reserves which are 
not liabilities at all but merely evidence the conservatism of man- 
agement are really a part of stockholder’s equity and should be 
shown as appropriated surplus if at all. Reserves which reflect the 
management’s opinion that there will be a general postwar depres- 
sion are not justifiable and should be eliminated. 


Disposal of Excess Reserves 


Now if we find a situation in which existing reserves should be 
reduced before occurrence of any of the costs or losses for which 
they were provided, I think the proper treatment would be a credit 
to earned surplus. This is consistent with the treatment recom- 
mended in the Institute’s bulletin although the assumption there was 
that unused portions would be transferred to surplus after the 
costs and losses had been ascertained. I think an earlier adjust- 
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ment, however, would follow the same pattern. In making this ad- 
justment, I think the remaining balance of the reserve should be 
reduced to an amount representing the net costs to be incurred, less 
related income taxes. Then, in recording further reductions when 
costs are incurred, I would like to suggest that the reductions re- 
flect the net cost after taxes rather than the gross costs. I think 
this recommendation should have been specifically set forth in the 
bulletin, and I’m sorry it wasn’t. But if we don’t follow it, we 
are going to overstate postwar income by excluding from the final 
figure in the income statement a cost which results in a reduction 
of taxes. 

For example, suppose we incur costs of $100,000 in a postwar 
year for which a reserve has been provided, and we are paying a 
flat 40 per cent tax. Our related reduction in taxes will be $40,000, 
If we reduce our reserve by adding back $100,000 to income, we 
will be overstating the balance transferred to surplus by $40,000. 
In such a case I think the reserve should be reduced by only 
$60,000. This precaution might not be necessary if people could 
be taught to read an entire income statement instead of just the 
figure at the bottom of it, but I’m afraid current practice cannot 
wait on education of the public. 


Summary 

All of this procedure regarding the treatment of reserves in 
financial statements for the current and the ensuing war and post- 
war years partakes of the more general proposition that account- 
ing is and must be kept in the public interest. Ours is the difficult 
task of supplying financial statements which will inform and not 
mislead or confuse those who read them, as these readers attempt 
to base judgments upon them. I have already referred to some of 
the complaints by those, our reading public, arising out of vague 
and divergent practices with respect to reserves. As we approach 
resumption of peacetime operations, industry will again, as it has 
in the past, depend heavily on the enjoyment of public confidence. 
It will neither deserve nor receive this confidence if its financial 
reports are inconsistent and confusing. There is no authority with 
police power to say what companies shall provide reserve of how 
much, nor does industry crave such control. Yet without it, each 
company must come to decisions which are on a basis of generally 
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accepted agreement with others. There is more here than a chal- 
lenge to the accounting profession to define a working area of 
agreement ; there is a challenge to the judgment of management to 
join in the development of such an area of agreement and to ob- 
serve it in practice. The use and treatment of special reserves 


_ arising out of the war now constitute a part of the coming test 


of fitness of private enterprise to operate with a minimum of su- 
pervision and control. 
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